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ABSTRACT 

This report examines state earned income -tax credits ' 
(EICs) as a means to assist %rorking poor families to escape poverty. 
Specifically, the report notes that six states have their own EICs, 
expressed as a percentage of the federal EIC, with the advantages 
being that the credit is a reward for work, is a pro-family policy, 
is efficiently targeted, prevents states from taxing families deeper 
into poverty, and offsets the effects of regressive state and l<x:al 
taxes. Following a summary and introduction in Chapter I, chapter II, 
entitled "Poverty and Work", reviews the extent to which work alone 
no longer sQleviates poverty and covers the education-related subject 
of "child poverty". Chapter III examines the structure of the federal 
EIC and the role it plays in helping to "make work pay." chapter iv 
examines the purposes that a state credit serves and the key 
decisions in designing a credit. Chapter V takes a closer look at the 
need to improve state tax progressiveness and the role of a state 
EIC. Chapter VI discusses the need for outreach to eligible families 
once a credit is enacted. Chapter VII describes the legislative and 
political processes by which EICs became law in Wisconsin and 
Maryland. Included are five graphs and eight tables. An appendix 
provides information on calculating the state revenue impact of an 
EIC. Forty-four footnotes are included. (JB) 
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Summary 



In 1992, a parent witii steady work often cannot lift a family out of poverty. 
Full-time, year-round work at the minimum wage, for example, pays only 78 percent 
of the poverty line income for a family of three. For a family of four, it comes to a 
little more tfwn 60 percent of a poverty iivcome. This means that children may grow 
up poor even if parents are trying hard to make a living. 

One strategy to 'make work pay' enough to lift a family out of poverty has 
been supported by both libsals and conservatives. It is tiie earned income tax credit, 
a federal proviaon that has been incorporated into several state tax systems as well. 
Further proliferation and expansion of state-level earned income credits would 
contribute significantly to the goal of making work pay. 

The federal earned income credit helps low- and moderate-income families 
with children. Created by Congress in 1975, it is desigz^ to: 

• offset tiie sodal security payroll tax burden; 

• supplement low earnings; 

• promote work as a viable alternative to welfare. 

The credit is attractive to policymakers across the political spectrum because it 
promotes the work ethic and family values. It has been a key feature of proi^)sals to 
assist the woridng poor. The EIC was expanded both in the Tax Reform Act of 1986 
and as part of tiie budget agreement negotiated by Congress and the President in 
1990. 



The most recent expansion is estimated to lift an additional 12 million people 
out of poverty by 1994. But it still is iK>t sufficient. Families with miiumum wage 
income — even supplemented by the federal EIC — - will remain in poverty. State 
EICs can help fill that gap. 

State Earned Income Credite: TtwW Function and Purpose 

Six states — Iowa, Maryland, Minn»ota, Rhode Island, Vermont, and 
Wisconsin — have their own EICs, expressed as a percentage of the federal credit. 
State earned income credits are good policy for states for the same reasons they are 
good policy at the federal level. 

• As a reward for work, an earned income credit can help bring the wages 
of poor families up to or slightly above the poverty level. By doing this, 
an earned income credit can enhance state efforts to decrease reliance on 
welfare. 

• As a pro-family policy, an earned income credit available to two-parent 
families as well as single-parent families could encourage families to 
remain together. It rewards low-income working parents who live with 
and care for their children. 

• As efficiently targeted tax policy, a state earned income credit is less 
costly than other means of achieving similar goals through the tax code. 

Two additional advantages make earned income credits particularly 
appropriate state policy. 

• Earned income credits can preuent states from taxing families deeper into 
poverty. Some 24 of the 42 states with income taxes stiU tax significant 
numbers of working poor families. This contrasts with the federal 
system, under whidh families with incomes below the poverty level do 
not have income tax liability. An earned income credit can raise the 
income at which poor families with children begin to owe tax, and so 
prevent a state from reducing their already meager wages. 

• Earned income credits can offset the e^ts of regre^ive state and local taxes 
on the poor. Most states rely on sales and exdse taxes that consume a 
larger share of the income of low-income families than of high-income 
fanvilies. A refundable earned income tax credit can offset the 
regressive effects of these taxes on working pcxyr families with children. 
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At the state level, earned income credits are relatively new. Five of the six 
states uang EICs adopted tiiem since passage of the 19^ federal tax reform act 



How the Federal EiC Now Works 

In tax year 1992, families with children who have incomes up to $22370 are 
eligible for the EIC. The credit now has three components: a basic credit, a young 
child supplement, and a health insurance credit. 

• All eligible families receive a basic credit. The amount of the basic 
credit increases with family earnings until eamii\gs reach $7,520. 
Families with earning between $7,520 and $11,840 receive the 
maximum credit, which is $1^24 in tax year 1992. The maximum credit 
amount then phases down slowly as income rises imtil it vanishes at 
$22,370 of income. 

• EIC families with a child under one year of age are also eligible for the 
young child supplement, which is a maximum credit of $376 in 1992. 

• FJC families that pay premiums for a health insurance policy that covers 
a child can also receive the health insurance credit, up to $451 in 1992. 

The federal EIC is refundable. This means that a family receives the fuU 
amount of the credit, even if the credit amount is greater than the family's income tax 
liability. The amount by which the credit exceeds taxes owed is paid as a refund. If 
a family has no income tax liability, the family receives the entire EIC as a refund. 



Establishing a State EIC 

State EICs generally conform to federal provisions. But there are four 
decisions to be made when considering a state EIC: 

• whether to make the credit refundable; 

• whether to adjust the aedit for famiiy size; 

• whether to conform to the total federal EIC or the basic federal EIC; and 

• the percentage of the federal EIC at which the credit will be set. 
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Reftuidabiliry 



While the federal credit is refundable, state EICs may be either refundable or 
non-refundable. Minnesota, Vermont, and Wisconsin have refundable credits; lov/a, 
Maryland, and Rhode Island have non-refundable credits. 

• A non-T^ndabk tax credit reduces the amount of tax that a family owes 
until either the credit amount has been exhausted or the income tax bill 
has been reduced to zero. In states that tax the working poor, it can be 
an inexpensive way to target tax relief to low- and moderate-income 
working families. Non-refimdable state EICs do not supplement wages 
or offset the regressive effects of other state and local taxes. 

• A refundable earned income credit can serve a wider variety of purposes. 
In states that already exempt most of the poor from income tax, 
refundable EICs supplement the income of poor families with children 
that work for most or all of the year. They also can provide relief from 
sales and excise taxes. 

Family-Size Adjustments 

The 1990 federal expansions added a small family-size adjustment to the EIC. 
When the expansions are phased in fully, the maximum benefit for families with two 
or more children will exceed the benefit for Sk/sitt^y with one child by only $160. By 
contrast, the poverty line rises more than $2,000 for each additional child. States 
must decide whether to accept or augment the federal adjustment. 

• A state simply conforming to the federal credit will have a tiny family- 
size differential. For example, if a state credit equals 20 percent of the 
federal EIC, the maximum state EIC for a family with two or more 
children will exceed the credit for families with one child by $32. 

• Wisconsin is the only state that varies the percentage of the federal 
credit allowed by family size. By 1994, the state credit for a fanuly with 
three or more children will exceed the credit for a family with one child 
by more than $1,400. 

The Basic Credit vs. the ToUl Credit 

Five of the states with EICs express their credits as a f>ercentage of the total 
federal EIC, which includes the supplemental credite for a child under one year of 
age and for premiums for health insurance that covers a child. One state, Wisconsin, 
expresses its EIC as a percentage of the federal feasic EIC. 



• There is no strong policy reason for states to adopt the supplemental 
credits. States tying to the basic federal EIC will distribute benefits 
more evenly among low-income families with children. For any given 
level of state expenditures, less will go to families who fit the special 
circumstances of the supplemental cmiits, and more to all other low- 
income families. 

• There may be administrative problems for states that conform solely to 
the basic benefit. If families art deterred from claiming their state EIC 
because they do not know the amount of their basic federal EIC, the 
advantage of spreading EIC benefits more fairly and more broadly 
would be canceled. States can overcome this problem by calculating the 
state EIC benefit for families that file the federal Schedule EIC with their 
state tax return. 

Cost Considerations 

States have designed credits that range from 6.5 percent to 50 percent of the 
federal EIC. States can put their credit within desired cost limits by adjusting this 
percentage. 



The Need for Outreach 

Earned income credits have a high participation rate. Some 80 to 90 percent of 
eligible families appear to receive the federal credit. State EICs have high 
participation rates as well, albeit not as high as the federal. 

Significant outreach efforts need to accompany state EICs for two reasons. 

• There are still a number of eligible working poor families with children 
who do not receive the federal EIC, often because they have no income 
tax liability and do not file a tax return to claim the EIC. This number 
could rise significantly as a result of complexities in the federal filing 
process starting in 1992. 

• Some families receiving the federal EIC may not know the amount of 
their federal benefit because the Internal Revenue Service computes it 
for them. They may not be able to enter their federal EIC amount on 
their state income tax return. 

States instituting EICs can undertake a variety of outreach strategies to address 
both of these problems. Low-income working families may be alerted to file for 
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benefits through oihst benefit or service programs, in stores where they shop, a* 
businesses where they work, or through the media. Taxpayer assistance programs, 
informational material, and hotlines may help families make die necessary 
computations. 

The EiC as an Effective Policy Option In the Fight Against Poverty 

Earned income credits can be effective in the fight against poverty, including 
the growing problem of child poverty. 

• In 1989, the peak of the longest economic recovery since World War U, 
child fKJverty was higher than any year of the 1970s, including the 
deepest rece^on years of that decade. The average child poverty rate 
was higher during the 1980s than during any sustained period since the 
early 1960s. 

• As the recession began in 1990, the child poverty rate rose to 20.6 
percent. A further large increase is expected in 1^1. 

Child poverty has grown in part because more working families are poor. 

• The poverty rate for working families with children climbed from 8.6 
percent in 1979 to 11.3 percent in 1990. This represents an increase of 
nearly one-third. 

• In 1990, approximately 8.2 million poor children — nearly two of every 
three — lived in a femily where a household member worked. Nearly 
three million poor children lived in a household with a full-time year- 
round worker. 

Reasons Behind the Rise in Child Poverty 

Declining wages have prevented working families from escaping poverty. 

• Labor Department data show that after adjustment for inflation, average 
hourly wages paid to non-supervisory workers were lower in 1991 than 
in any year since 1963. Wages for these workers fell even during the 
recovery of the 1980s. 

• Economist Rebecca Blank found that poverty declined le^ during the 
recovery of the 1980s than during the recovery of the 1960s, even 
though low-income households increased their employment levels more 
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in the 1980s than in the 1960s. She found that wage erosion canceled a 
significant part of the gains from increased employment. 

Welfare policy has also changed, making it more difficult to escare poverty by 
working. 

• Families earning below-poverty wages are far less likely to qualify for 
AFDC benefits to supplement their low earnings than they were a 
decade ago. In 197^ a mother with two children and wages equal to 75 
percent of the poverty line could receive some AFDC benefits in 49 
states to lift her closer to or above the poverty line. In 1980, she would 
have been eligible in 42 states. By 1991, she could get AFDC in only 
five states. 

• The Manpower Demonsb-ation Research Corporation has found 
successful welfare-to-work programs generally raise family income 
much less than they raise employment rates. Low wages mean that 
welfare families that go to work frequently lose nearly as much in 
public assistance as they gain in earnings. 

Policy Options 

The problem of making work pay enough to lift a worker's family out of 
poverty could be addressed in a number of ways; 

• Restoring the purchasing power of the federal minimum wage to its 
average level in the 1960s and 1970s would help significantly, but would 
stilJ leave a substantial gap between wag^ and the poverty line for 
larger families. 

• States can raise their own minimum wages above the federal level, as 17 
did in the latter part of the 1980s. Today, seven states have minimum 
wages above the federal level. 

• Changes also could be made in AFDC programs to allow a more 
gradual reduction in benefits until wages and benefits reached the 
poverty level. Many states, however, are moving their AFDC programs 
toward less adequate benefits. 

Among these options, state earned income credits are a specific, targeted 
approach to making work pay. As an addition to the federal credit, they can help 
close the gap between earnings and a living wage — at a very modest cost. 
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I. Introductfon 



The federal earned income credit is a tax credit for low- and moderate-income 
families with children. It is designed to offset the adverse effects of the Social 
Security payroU tax, to supplement the earnings of these families, to strengthen 
incentives to work, and to promote work as a viable alternative to welfare. At the 
federal level, the aedit is popular across the political spectrum because it promotes 
the work ethic and family values. This broad-based popularity has made the EIC a 
key feature of proposals to assist the working poor. The EIC was expanded both in 
the Tax Reform Act of 1986 and as part of the budget agreement negotiated by 
Congress and the President in 1990. 

Six states have their own HCs that conform with the federal credit — Iowa, 
Maryland, Minnesota, Rhode Island, Vermont, and Wisconsin. Five of these six states 
adopted mCs since passage of the 1986 tax reform act^ 

A growing number of elected officials in other states are examining the 
possibility of establishing an earned income credit. As state tax policy, an EIC can: 

• provide tax relief for working poor families; 

• partially offset the impact of regressive sales and excise taxes on low- 
income working families; and 

• function as an incentive that can boost the advantages of work over welfare. 



J^'^E l^ had an EIC prior to the Tax Reform Act of 19fc6 because (rf the way in whkh its 
rSSSS? ^^"^^J! is one of thr^e states in whichLw^^^^^if 

a speafiedpercCTt^e of federal income tax Rhode Island fe t!» only one ^tfiSsteSiaSl 

l^Vu^TJ?.^^ ^ ^ ^ have been appBel SSeTsSid 

effectively has a state EIC without explicidy acknowledging an EIC policy 
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The EIC is increasingly regarded as both an important complement to welfare 
reform and an effective tool to help reduce poverty among children. 

This report examines the dimensions of the earned income tax aedit. Chapter 
II reviews the extent to which work alone no longer alleviates poverty. Chapter Ui 
examines the structure of the federal earned income credit and the role it plays in 
helping to "make work pay." Chapter IV examines ti\e purposes a state credit serves, 
and the key decisions in designing a credit. Chapter V takes a closer look at the need 
to improve state tax progressivity and the role of a state EIC Chapter VI discusses 
the need for outreach to eligible families once a credit is enacted. Chapter VII 
describes the legislative and political processes by which ETCs became law in 
Wisconsin and Maryland. The appendix provides information on calculating the state 
revenue impact of an EIC. 
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II. Poverty and Work 



A parent working ^adUy no longer means that a family will be able to live 
above poverty. Full-time, year-round work at the minimum wage, for example, now 
pays only 78 percent of the poverty line income for a family of three. For a family of 
four, it comes to a little more than 60 percent of a poverty income. This means that 
children may grow up poor even if parents are trying very hard to make a living. 

Child Poverty 

Poverty is more common among children than among any other age group; it 
is nearly twice as prevalent among children as among the elderly, the age category 
with the next highest incidence of poverty.^ 

Poverty among children has grown significantly over the past decade. 

• In the 10 years preceding the recession that began in 1990, the poverty 
rate among children increased from 16.4 percent to 19.6 percent. 

• In 1989, the peak year of the longest economic recovery since World 
War II, the child poverty rate was higher than any year of the 1970s, 
including the deepest recession years of that decade. The average child 
poverty rate was higher during the 1980s than during any sustained 
period since the early 1960s. 
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In 19%, the child poverty rate was 2X)jS percent, while the w)vatv rate astvsnz llw 
122 percent. r / * 



Figttue 1 

Poverty Rate Anwi^ Childrai, 1970-1990 




• As the recession began in 1990, the child poverty rate rose to 20.6 

percent. A further large inaease is expected in 1991 as a result of the 
economic downturn. 

Child poverty rates remained high throughout the recovery of the 1980s. In 
fact, between 1979 and 1989 — two years that represent recovery peaks child 
poverty grew nearly three times as much as the overall poverty rate/^ and the 
number of poor children grew by 2.2 million. 

Poverty Among Working Poor Families Witii Children 

Child poverty has grown in part because more ivorking famiBes are now poor. 
The poverty rate for working families with children climbed from 8.6 percent in 1979 
to 10.7 percent in 1984, and then to 11.3 percent in 1990. From 1979 to 1990, this 
represents an increase of nearly one-third. 



^ Between 1979 and 1989, the proportion of the total peculation in poverty rose 1.1 percwitage 
points, from 11.7 percent to 12.8 percent. During the same period, tiie proporticMi of children in 
poverty mse 3.2 percentage points, from 16.4 perceni to 19.6 percent. 



Hgure 2 

Poverty Rate Anwng Working Families With Children, 1979-1990 




In 1990, approximately 8.2 million poor children — nearly two of every three 
— lived in a family with a working household member. Nearly three million 
children lived in a household with a full-time year-round work* r. 

Indeed, late in the economic recovery of the 1980s, the ranks of the working 
poor were growing even while overall poverty was declining. Between 1987 and 
1989, the number of poor families with children with a full-time year-round worker 
rose 68,000, even while the total number of poor families with children dropped 
157,0C0. 



The Role of Declining Wages 

These increases in the ranks of the working poor reflect significant economic 
changes during the past two decades. In the 1950s and 1960s, the economy grew at a 
rapid pace, and wages rose. Since the early 1970s, however, wages have stagnated or 
declined. Labor Department data show that after adjustment for inflation, average 
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hourly wages paid to non-supervisory workers were lower in 1991 than in any year 
since 1963. Wages fell even during the recovery of the 1980i>. 

Research by Rebecca Blank, an economist at Northwestern University who 
formerly served as a staff member of President Bush's Coundl of Economic Advisers, 
shows this wage ero»on has had a strong efiect on poverty rates. Blank found diat 
poverty declined less during the recovery of the 1980s than durii^ the recovery of 
the 1960s. This was true even though low-income households increased their 
employment levels more in tiie l%Os tiian in the 1960s. Blank attributes this to an 
eroaon in wages in the 1980s that canceled some of the gains from the increases in 
employment. Her research indicates that wage erosion had a much larger impact on 
poverty rates in the 1980s tiian either budget cute or iiuieases in the proportion of 
families headed by a single female parent* 

The problems posed by this erosion in wages are heightened by an 
accompanying trend: the gaps between wages paid for low-paying jobs and those 
paid for average- and high-paying jobs have grown sharply. The decline in wages 
has been great^t on the lower rungs of the scale. 

This drop in wages for low-paid work is of particular concern; not only does it 
increase poverty, but it can also make work less attractive. Economiste believe many 
potential workers have what is called a "reservation wage" — a wage level below 
which they will not seek or accept employment. As wages drop below the 
reservation wage — if work does not pay what is necessary to five — the attractions 
of work l^sen. 

The Role of Welfare Policy Chan^ 

Welfare policy has also changed over the last two decades in ways that make 
it more difficult to escape poverty by working. An analysis by the House Ways and 
Means Committee shows that families earning below-poverly wages are far less likely 
to qualify for Aid to Families with Dependent Children than tiiey were a decade ago. 

The analysis shows that in 1972, a mother with two children and wages equal 
to 75 percent of the poverty line could receive some AFDC benefits in 49 states. In 



* Blank's re^trd) awnpares ti» mne percentage pcant drop in poverty betweoi 1961 md 1970, 
from 21.9 pefcent to 12.6 poceit, witfi the IJ percent^ point drop in poverty between 1983 and 
1989, from 15.2 percent to 133 percent. 
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Number of S^tes that Siipi^ement Low Wag^ with AFDC 



Mother with Two Childr^ (and no child care ex{»nses) 




1972 


ML 


Wages equal 




50% of poverty 


49 


47 33 


75% of poverty 


49 


42 5 


100% of poverty 


45 


33 0 


Source: Hovse Ways and Meam ConniHttee 





1980, she would have been eligible for AFIX in 42 states. By 1991, she could get 
AFDC in only five states.' 

Federal le^slation enacted in 1^ was designed, in part, to improve the skills 
and the work ethic of welfere recipients axui move them into the labor maAet. But a 
growing body of research suggeste that employment and training programs will have 
only modest effects unless accompanied by efforts to increase the financial returns 
from low-wage employment. 

The Manpower I^monstration Research Corporation has found successful 
welfare-to-work programs generally raise family income much less than they raise 
employment rates. Low wages mean that welfare families that go to work lose 
nearly as much in public assistance as they gain in earnings. MDRC has itoted that 
wage supplements such as the earned income credit are needed if welfare-to-work 
programs are to reduce poverty and increase the returns from low-wage work more 
Mgnificantly.* 



These figures are for families with no child care expe^es. T}% Bgures are similar, however, 
for families that do incur child care costs. A fan^ly of ftree widi eanu^ equal to 75 percent of the 
poverty Ime, and with aver^ child awe expenses, qualified for AFDC in 49 stat^ in Mh 1972 aiKl 
1980. In 1991, sudi a family could get AFDC in (mly 14 states. Committee on Ways ami Means, U. S. 
House of Representatives, Bad^wul Material on FamUy Income and Ben^ Cfe»^, Dtcai*er 19, 1991. 

* Judith M. Gueron and Edward Paul, From Wmm to Viork, New York: Russell Saee 
Foundation, 1991. * 
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The EIC: m\or Component in the *m\dng Work Pay' Strategor 



The federal EIC is central to a strategy to boost work incentives, make work 
more attractive than public assistance, and lessen poverty among working families 
with chUdren. This strategy is sometimes referred to as a strategy to "make work 
pay.** Beneath this strategy is a goal increasiitgly espoused by both liberals and 
conservatives: work should "pay" enough so that if a parent works full-time, year- 
round, the family will not be poor. Recent EIC expansions are expected to lift an 
additional 1.2 million pf ople out of poverty by 1994. But the federal EIC is still not a 
sufficient answer to this problem. 

A family of three with a full-time minimum-wage worker will still be $1,669 
below the poverty line in 1992 even after the EIC is taken into account. A family of 
four will be $4,834 below the ^vetty ]me7 Even though the EIC will be increasing 

Figure 3 

Poverty Gap For Working Family of Three 
With Two Owldren 
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1991 1992 1993 1994 



This counts tfie nunimum wage less payroll taxes plus the EIC, using the basic EIC bertefit for 
a family with more than one (Wld. A femily wid^ minimum-wage eamii^ would receive an 
additional $S76 if it had a child ur»d«r cwie year of age, and up to an additioml $451 to reimburse 
premiums paid for a health insurance policy covering a child. 
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between 1992 and 1994, these gaps are exp^ed to grow. By 1994, the gaps are 
estimated to be $1,857 for a family of three and $5,254 for a family of four. The 
federal EIC does not fully compensate for the erosion in the purchasing power of the 
minimum wage since 1980, nor for the wage erosion in low-paying jobs described by 
Professor Blank. 



Figure 4 

Poverty Gap For Working Family of Four 
With Two Children 
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J Powrty Gap 
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The same is true of wages earned in conjunction with AFDC. A mother with 
two children and wages equal to 75 percent of the poverty line had $3,300 less to 
spend (including the EIC) in 1991 than she had in 1972, even though the EIC did not 
exist m 1972. If the EIC expansions had been phased in hilly in 1991, such a family 
would still have $2,600 less in disposable income than in 1972.*' 



In Uiis analysis, spendable or disposable 
benefits minus federal income arKi payroll taxes, 
exjwnses. For families with child care expenses, 
similar. Committee on Ways and Means, at. 



income equals wages, AFDC, fot>d stamps, and 'iiV 
The figures are for families with no child care 
the loss in dispi^ble income since 1972 is very 



Policy Options 



Several policy changes could make work pay enou^ to lift a low-wage 
worker's family out of povarty. Restoring the purchasing power of the federal 
minimum wage to its average level in the 196(fe and 197(te would help significantly, 
but would still leave a gap between wages and poverty for larger families.' States 
can raise their minimum wage above tiie federal level, as 17 did in the late 1980s, 
when the federal wage had languished at $3.35 an hour since 1981. Today, seven 
states have minimum wages above the federal level. 

Changes also could be made in AFDC programs to allow a more gradual 
reduction in benefits until wages and benefits reached the poverty level, with a 
gradual transition to independence from benefits — although this does not seem 
likely in the foreseeable future. In addition, many economists are calling for broader 
policy changes, such as increases in public and private investment, to boost 
productivity growth and thereby reverse tiie decline in wages over the past two 
decades. 

Among these options, state earned income credits are a specific, targeted 
approach to making work pay. As an addition to the federal credit, they can help 
close the gap between earnings and a living wage — at a very modest cost. 



The minimum wage was last adjusted In April 1991, to $4.25 an hour. 
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The Federal Earned income Credit 



The federal earned income tax credit was established in 1975 to offset the 
adverse effects of Sodal Security and Medicare payroll taxes on working poor 
families and to strengthen work incentives." Since its inception, the EIC has 
enjoyed strong bipartisan support and has been expanded several times. 

Admirustered through the federal income tax system, the EIC is a refundable tax 
credit. If the amount of a family's credit exceeds its tax liability, the family receives a 
refund check from the government. For example, if a working family earns too little 
to owe federal income tax but qualifies for a $600 EIC, the IRS will send the family a 
check for $600. (A non-refundable tax credit only offsets income taxes. If a non- 
refundable credit exceeds the taxes owed, the additional credit amount is forfeited.) 



Several features of the EIC make 
it attractive to policymakers across the 
political spectrum. It is popular because 
it is a work incentive, pro-family, and 
efficient. 

The credit is "pro-work" because 
only parents who work can qualify for 
it. In addition, for families with very 
low earnings, the value increase as 



The Earned income Crecm Is: 



A Work Incentive 

Plfo-Family 

Efficient 



earnings rise. Welfare benefits, on the other hand, faU quite dramatically as earnings 



PayroU toxes consume 7.65 percent of the earnings of these families, with emptoyere pavine an 
equal amount. Many economists believe that the employer's share of ttw payroll tax Wfectively comes 
out ^ workers paycffficks as well - that is, that wages would be higher if employers dkin't live to 
pay this tax. ^ 
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rise. For tax year 1992, the credit rises about 17 cents for each additional dollar 
earned until earnings reach $7^20. By tax year 1994, when the 1990 FJC expansions 
will be phased in fully, the credit will rise between 23 cents and 25 cents for each 
additional dollar earned until earnings reach about $8,100. 

The EIC is "pro-family" because only parents who live with and support 
children are eligible. Fathers who do not live with their children do not qualify. The 
credit also does not discriminate against two-parent families; two-parent and single- 
parent working families at the same income level receive the same benefit. 

The credit is efficient because it is well targeted on low- and moderate-income 
working parents. The largest benefits go to working families with incomes between 
about $7,000 and $12,000. Benefits then phase down, reachmg zero when income 
reaches slightly over $22,000 using in tax year 1992. Unlike the personal exemption, 
which helps all except those with very high incomes, or the standard deduction, 
which aids most of those who do not itemize deductions, the EIC targets a much 
smaller pool of taxpayers and thus has a much more modest cost. 



The History of the EIC 

One of the first calls for something like the earned income credit came in 1972 
from Ronald Reagan, then the governor of California. The EIC was enacted in 1975, 
at the urging of Senate Finance Committee Chairman Russell Long, the credit's most 
important champion in the 1970s. 

For a decade, the earned income credit attracted little attention. But by the 
mid-1980s, federal tax burdens on the working poor had risen sharply. The three 
features of the income tax code most important to low-'ncome working families — 
the personal exemption, the standard deduction and the earned income credit — all 
had failed to keep pace with inflation. Working poor families with incomes far 
below the poverty line owed federal income tax. Their Social Security payroll taxes 
had risen as well. The combmed income and payroll tax burden for a family of four 
at the poverty line increased more than fivefold between 1978 and 1984. 

When President Reagan submitted his tax reform proposals to Congress in 
1985, he called for a major reduction in the taxes on the working poor. Reagan 
declared: 'The tax system should not be an additional burden on those who are 
struggling to escape from poverty; insofar as possible, those below the poverty line 
should be freed from taxation altogether." In addition to substantial increases in the 
personal exemption and standard deduction, Reagan proposed a major enlargement 
of the EIC. Congress concurred, and the Tax Reform Act of 1986 both expanded the 
EIC and indexed it for inflation. 

12 
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Even after passage of the Tax Refonn Act, however, large numbers of working 
families with children remained poor. By the late 1980s, liberal and conservative 
policymakers alike saw a need to reward low-paid work more adequately, reduce 
poverty among working families with childreiv and make work a more viable 
alternative to welfare. Their concerns were partially reflected in passage of the 
Family Support Act of 1988, which required states ^ establish education, 
employment, and training programs for AFDC red(,ients, while substantially 
increasing federal funding for such programs. These concerns also generated interest 
within both parties in further enlargement of the earned income credit. 

Other developments strengthened this interest As Congress and the White 
Houso began negotiating in 19% on a large-scale deficit reduction package, it became 
clear that increases in gasolin(^ alcohol, and tobacco excise taxes would be included. 
Such taxes take a significantly larger share of income from poor families than those at 
higher income levels. Many policymakers saw EIC expansion as a way to help offset 
the impact of regressive tax increases on low-income woikmg families. 

This led to inclusion of a major EIC expansion in the 1990 budget agreement. 
As a result, eligible families now receive a much larger credit. Eligible families with 
a child under age one receive a new, additional credit, as do families incurring costs 
for a health insurance policy that covers a child. 

The 1990 EIC expansions are phased in over four years. After 1994, when the 
new EIC provisions are fully phased in, the credit will continue to be adjusted each 
year to keer pace with inflation. 



How the EIC Works 

In tax year 1992, families with children and incomes up to $22^70 are eligible 
for the EIC. The EIC now has three comj?onents: a basic credit, a young child 
supplement, and a health insurance credit. All eligible families receive a basic credit. 
EIC families with a child under one year of . ge are also eligible for the young child 
supplement. Those EIC families that pay part or all of the cost for premiums for a 
health insurance policy that covers a child can also receive the health insurance 
credit. 
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Figure 5 

The EIC in Tax Year 1992 
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The basic credit amount is determined by a family's earnings and the number 
of children it has. In tax year 1992, the basic credit equals 17.6 percent of the first 
$7,520 of earnings for families with one child. A family with income of $7^20 thus 
qualifies for a credit of $1^24. This is the maximum imaic credit for a family with 
one child. Tor families with two or more children, the credit is 18.4 percent of the 
first $7,520 of earnings, or a maximum of $1,384. 

The credit remains at the^ maximum levels for families with earnings 
between $7,520 and $11,840. It then phases down f lowly, declining about $13 for 
each $100 of income above $11,840." When income reaches $22,370, the credit 
phases out entirely. Specific phase-out rates and ranges are shown in Tables II and 
III. 



Over tlw first $7,520 of income, a family's basic EIC increases as mmings rise. For families 
with iiKome between $11,840 and $22,37X), the credit declines slowly as adjured gross income risej.. 
TJius, for fainiiies with very low earnings, the EIC amount is based solely on earnings. For moderate- 
inaime families, the EIC amount is based on earnings plus income from such sources as 
unemployment compensation, worker's compensation, and alimony. If income from these additional 
sources drives adjusted gross mcome above 522370, the family is no longer eligible for EIC l>encfits. 
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Table n 
6a^ EIC Bendit Structure for 
Families With One OiUd, 1991-94 



Tax Year 
1991 

1992 

1993 

1994 



Cicdit 



16.7% of 
first $7,140 

17.6% of 
first ^320 

18.5% of 
firrt ^,790 

73% of 
first $8,070 



Maximum 
$1,192 
1324 
1,441 
1,856 



Bmseout 



11.93% 
1Z57 
13.21 
16.43 



Phaseout 

$11,250 to 
$21,250 

11,840 to 
22370 

12,27010 
23,180 

IZTlOto 
24,010 



Note: Dollar amounts for tax years after 1992 are based on current inflatiGsni estimates of the 
Congresskmal Budget Office. Precise dollar amoimts may vary what inflaticm estimates are 
revised. 



Table m 

Basic EIC Bei^ Structure fm 
Family With Tivo or Mote C3iikfaei, 1991-94 



Tax Year 


Credit 
Percentage 


Maximum 


Phaseout 
Percofitaee 


Phaseout 
RaiigB 


1991 


17.3% of 
first $7,140 


$1,235 


1Z36% 


$11,250 to 
$2i;250 


1992 


18.4% of 
first $73^ 


1384 


13.14 


11,840 to 
22370 


i993 


19.5% of 
ftr^ $7,790 


1,519 


13.93 


12,270 to 
23,180 


1994 


25% of 
first $8,070 


2,018 


17.86 


12,710 to 
24,010 


Note: Dollar amounts for tax years after 1992 are based on current inflation estimates of the 
Omgressional Budget C^ice. Precise dollar amounts may vary when inflaticHi estimate arc 
revised. 
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During tax years 1992 through 1994, the basic credit increases substaritially. By 
tax year 1994, the maximum baac crei^t is estimated to be $1^ for families with 
one child ax\d $2,018 for families with two or more children. 

For EIC families with a child under one year of age, the "yoimg child 
supplement- equals five percent of the first $7,520 in earnings in tax year 1992. It, 
loo, begins phasing down once family income sure* ises $11,840 and phases out when 
income reaches $22^70. For tax year 1992, an eligible family can receive a 
supplemental EIC benefit of up to $376. 



Table IV 

Supplemental EIC for Families 
With a am UndCT One, 1991-94 



Tax Year 


Credit 
Percentaee 


Maximum 
Benefit 


Phaseout 
Percentage 


Phaseout 


1991 


5% of 
first $7,140 


$357 


3.57% 


$11,250 to 
$21,250 


1992 


5% of 
firet$7320 


376 


3.51 


11,840 to 
22370 


1993 


5% of 
first $7,790 


390 


3.54 


12,270 to 
23,180 


1994 


5% of 
first $8,070 


404 


3,56 


12710 to 
24,010 


Note: Dollar amounts for tax years after 1^ are based '^n ^ curroit inflaticm estimates of the 
CongressionaJ Budget C^ice. Precise dollar amounts may vary wtei inflaticxi estimates are 
revised. 



Families that incur premium costs for a health insurance policy that covers a 
child — including families that make copayments for premium cos's under an 
employer-sponsored health plan — are eligible for the EIC health insurance credit. 
This credit equals up to six percent of the first $7,520 in earnings, or up to $451, for 
tax year 1992. Like all other EIC components, the health insiirance credit begins 
phasing down when income rises above $11,840 and phases out at an income level of 
$22370. The health insurance credit may not exceed the premium costs the family 
paid during the year. 

The FJC effectively operates as a wage supplement and lifts low-wage working 
families with children closer to, or in some cases above, the poverty line. By tax ye?** 
1994, the EIC will provide the equivalent of about a $l-an-hour wage supplement to 
parents who work full time year round at the minimum wage. 
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TaUe V 

HIC H&tOx Inaaxmce Credit, 1991-91 



Tax 


Credit 
Percent^ 


Maxiimun 
Benefit 


Phaseout 
F^rcentaee 


Phaseout 


1991 


6% of 
first $7,140 


$428 


4.285% 


$11,250 to 
$2i;Z40 


1992 


6% of 
firet $7,520 


451 


4.208 


11,840 to 
22370 




o fo or 
first $7,790 


"to/ 




12-270 to 
23,180 


1994 


6% of 
first $8ff7t 


484 


4.266 


12,710 to 
24,010 



Note: Dollar amounts for tax y^n after 1992 are l^sed on t}« current inflaticm estinr> ites of the 
Congressional Budget Offke. FVedsedolhr airwunts may vary vfhen inflatiai estimate are 
revised. 



The EIC is Efficient 

Compared with the amount of tax relief provided by more long-standing and 
widely used tax code provisions, the credit provides substantial tax relief for 
relatively few dollars. In 1992, for example, tlie federal EIC (including supplements) 
will provide eligible families up to $2^11 at an estimated cost of $10.9 billion. In 
contrast, the personal exemption provided the typical family of four with $1,230 of 
relief in 1990 at a cost of $169 billion.*^ 

The EIC costs less because it is targeted to a finite group — those families with 
low and moderate income ti^t have dependent children. It is far more targeted, and 
thus more efficient, than the personal exemption for which all but very high-income 
taxpayers are eligible, or tl^ standaid deduction that is used by low- and middle- 
income taxpayers regardless of liousehold status. 

EIC Participation on the Fiisa 

More and more low- and moderate-income taxpayers are iBIing for the earned 
income credit. From 1987 to 1990, participation in the program increased by 46 



This is the anwunt that persona] exempticms reduced tax liability fix four-perscm families in 
the 15 percent tax tn-acket. 



17 



percent. This was due, in part to a »gniHcant increase in the income eligibility limits 
as a result cf federal tax reform in 1986. Other contributing factors include outreach 
efforts that promote awareness of the crodit and the beginning of the recession in 
1990. Table VI shows 19^ participation by state. 
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TaUeVI 

Federal EIC Fartidpaium by State, 1990 



Total Federal Total Returns EIC Oaims as F^cent of 

State Returns Oaimii^ EIC Total Federal Returns 



Alabama 


1711765 


319,441 


187% 




313^10 


16,908 


5.4 


Arizora 




216,m 


133 


Arkansas 




175324 


187 


Cafifomia 


13734/^4^ 


1755797 


123 


Cobrado 




147329 


93 


Connecticut 


145839 


77310 


47 


Delaware 


328,4% 


29324 


93 


D.C. 


318J036 


44782 


14.1 


Florida 


6,141,001 


762327 


12.4 


Georgia 


2,881,979 


451338 


157 


Hawaii 


555,488 


36791 


63 


Ida!u> 


427,628 


5238! 


12.4 


Illinois 


5357,997 


516379 


93 


Indiana 


2,525354 


251323 


103 


Iowa 


i;268,962 


103392 


8.1 


Kansas 


1,103,989 


101347 


97 


Kentucky 


1,515,^ 


208368 


133 


Louisiana 


1,688,430 


333370 


193 


Maine 


566,064 


53394 


9.4 


Maryland 


2333338 


203722 


87 


Massachusetts 


2,900X554 


169378 


53 


Midiigan 


4,168,074 


330746 


7.9 


Minnesota 


2,024307 


131,4TO 


63 


Mississippi 


1X)15361 


260359 


257 


Mis^uri 


2,287318 


258300 


113 


Monfuia 


355,448 


41343 


113 


Nd>raska 


732,497 


67343 


97 


Nevada 


618^ 


62314 


10.1 


New Hampshira 


539312 


34,400 


6.4 


New Jers^ 


3364727 


304358 


73 


New Mexico 


660392 


118,(»9 


17.9 


New York 


8^11711 


800752 


93 


North Carolina 


3,041323 


449,941 


143 


North Dakota 


281305 


26323 


9.4 


Ohio 


5386743 


442344 


87 


Oklahoma 


1316783 


187340 


143 


Oregon 


1305375 


124771 


93 


Pennsylvania 


5331,879 


449344 


8.1 


Rhtxie IslarKi 


468377 


36,^9 


7.9 


South Carolina 


1351,463 


259737 


167 


South [^kota 


311,932 


34,116 


10.9 


Tennessee 


2,170,008 


331387 


153 


Texas 


7,406799 


1717391 


16.4 


Utah 


682,128 


69,968 


103 


VarmcMit 


266399 


21798 


87 


Virginia 


2384301 


275,937 


9.6 


Washington 


23023% 


181,984 


7.9 


West Vii^ginia 


697,090 


92349 


133 


Wisconsin 


2758,467 


162759 


77 


Wyoming 


2(6,492 


20,7% 


10.1 


US. Total 


114788371 


12356,425 


112% 



Note: VS. totals include tax retunu from VS. territories outside the 50 statw and tfie Dbtrict of Columbia, 
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state Earned Income Credits 



State earned income credits are a good policy option for states for the same 
reasons they are a good option at the federal level. 

• As a reward for work, an earned income credit can help bring the wages 
of poor families up to or slightly above the poverty level By doing this, 
an earned income credit can enhance state efforts to decrease reliance on 
welfare. 

• As a pro-family policy, an earned income credit available to two-parent 
and single-parent families could encourage families to remain together. 
It rewards low-wage working parents who live with and care for their 
children. 

• As efficiently targeted tax policy, a state earned inconie credit is less 
costly than other means of achieving similar goals. 

Two additional advantages make earned income credits particularly 
appropriate state policy. 

• Earned income credite can prevent states from taxing families deeper into 
poverty. Some 24 of the 42 states with income taxes still tax significant 
numbers of working poor families. This stands in contrast to the federal 
system, under which families with incomes below the poverty level 
generally have no income tax liability. A state earned income credit can 
raise the income at which poor families with children begin to owe tax, 
and so prevent the state from reducing their already meager wag^ 



Earned income credits can <^$et the ^fects cf other regressive state and load 
taxes on the ^m. Most states rely on sales and excise taxes for funds. A 
refundable state earned income tax credit can o^set the regressive 
eHiects of these taxes on working poor families with children." 



Creating a State EtC 

Creating a state EIC is relatively simple. The states with EICs simply have 
conformed to the federal provisions. Using federal eligibility criteria to determine 
who can receive state EIC benefits, states express their EIC as a j^rcentage of the 
federal EIC. For the family, the prcx»dure is equally simple. To determine its state 
EIC benefit, the family need only write its federal benefit on its state return and then 
multiply the federal amount by the state EIC p^centage." This approach is also 
efficient.*^ 

In recent years, the EIC has grown in popularity with state legislatures. The 
first state with an earned income credit was Rhode Island. Since 1987, Iowa, 
Maryland, Minnesota, Vermont, and VN^scon&in also have adopted earned income 
credits. State credits generally receive support across the political spectrum, just as 
the federal EIC does. 

There are four decisions to be made when considering a state EIC: 

• whether to make the credit refundable; 

• whether to adjust the EIC for family size; 

• whether to conform to the total federal EIC or the basic federal EIC; and 

• the percentage of the federal EIC at which the credit will be set. 



In 1991, for example, Minne^)ta established a state ^med incoira> credit as an accompaniment 
to an increase in its sales tax rale. 

Five of the six states with EICs base their benefit on a percmta^ of tfie federal credit, 
including the young chiM supplen^t and the healtii insurance cre^t KkAy Wiscfmsin l»ses its credit 
on die msic federai EIC 

" Fancies can receive federal EIC payments in advance, dispersed in equal portions throu^TOut 
^ year. This inovas^ the take hom& pay of a family eligible for a ^;000 beiWit Dy ainwst $77 per 
pay p«iod. No state provide advance paym^ts, Iwwever, because tl^ paym^t w)uld not t% laige 
0tou^ to justify the admirtiMnitive o^te. 
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Refundable and fk>n-RefumSable Credits 

Of tiie six states with EICs, ttiree — Miimesota, Vennont, and Wisconsin — 
have refundable credite. In tiiese states, a fanuly is sent a check for any amount by 
which its EIC exceeds income taxes owed. 

For example^ if a taxpayer ovtes 
$1(X} in state income taxes and is eligible 
for a refundable $200 earned income 
credit the first $100 offsets the income 
tax liability and the state issues the 
family a check for the remaining $100. 
If the credit were non-refundable, the 
family's income tax liability would be 
eliminated, but the remaining $100 
would be forfeited. 



A refundable earned income 
credit can serve a wider variety of purposes than a non-refundable credit. 
Refundable EICs not only provide income tax relief but can provide relief from 
regressive sales and excise taxes. In addition, in states that already exempt most or 
many of the poor from income tax, refundable EICs supplement the income of poor 
families that work for most or all of the year. 

The three states with refundable EICs have somewhat different credit 
structures. Vermont's EIC equals 28 percent of the federal EIC." Minnesota's credit 
equals 10 percent of the federal. Working poor families do not owe state income tax 
in either state; in these states the EIC supplements wages for the working poor. 

Wisconsin's refundable EIC is unique in that it is adjusted for family size. It 
equals five percent of the federal EIC for families with one child, 25 percent of the 
federal EIC for families with two children, and 75 percent for families with three or 
more children. The Wisconsin EIC both eliminates state income tax on most working 
poor families that would otherwise owe tax and provides a wage supplement for 
workir^ families. 

In all three states, the EIC also provides some income tax relief for working 
families with incomes modestly above the poverty line. 




" In Venntmt a househdd's income tax liabiliKr equab 28 pmmt of its fad&sd income tax 
liability. The same ]>ercentage is used for fbe state EIC 
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Non-nfimdable EICs can be an inexpensive way to target tax relief to low- and 
moderate-income working families and to absolve working poor families of income 
tax liabilities. They are considerably less expensive than refundable credits and are 
particularly well suited to states that have low income tax thresholds and that impose 
significant income tax burdens on the working poor. Non-refundable state EICs do 
not supplement wages or offset the regressive effects of other taxes. 

Iowa, Maryland, and Rhode Island have non-refundable EICs. The Iowa credit 
is 6.5 percent of the federal credit and provides modest income tax relief for working 
poor families. Although the credit provides a maxim.um tax benefit of just $80, it 
raises the state income tax thre^old for a family of four by $1,500. 

Maryland's EIC is 50 percent of the federal credit and, when adopted in 1987, 
it eliminated income tax liabilities on many working poor families. 

Maryland's EIC serves another important purpose as well. Since establishing 
its EIC, Maryland has adopted a "no-tax floor" — an income below which no income 
tax is owed. No-tax floors are an inexpensive way to absolve working poor families 
of income tax burdens. But no-tax floors can result in sharp increases in tax burdens 
for families whose incomes rise just slightly above the floor. In Maryland, the EIC 
helps to remedy this problem. 

In Maryland, the no-tax floor is set at the poverty line. Without a state EIC, a 
family of four with income just one dollar above the poverty line would face a 
combined state and local income tax of $477 for 1992. The state EIC eliminates this 
liability and effectively raises the income tax thre^old an additional $1,119. Hence, 
Maryland's EIC eases taxpayers into the state's tax system and avoids sudden jumps 
in income tax burdens for families with children. (See Table VII.) 

The final state with a rron-refundable EIC is Rhode Island. Rhode Island's EIC 
isade facto credit; its existence is a function of the state's general income tax laws 
rather than a result of specific EIC legislation. Rhode Island's state income tax is 275 
percent of federal income tax liability. In determining tax liability, the state uses the 
federal income tax owed ^er the federal earned income credit is subtracted. As a 
result, near-poor and moderate-income Rhode Island families benefit from a de facto 
state EIC equal to 27.5 percent of the federal credit. As in Vermont and Minnesota, 
working poor families are not affected because they do not owe state income tax. 
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Table VD 

the Effect ol the Maiyland EIC on Two-Parent Families of Four 
With InoHTOS At and Sightly Above Aw Poverty line in 1992 



Income 


State 
Inc. Tax 
Witiiout 


State 
IiK. Tax 
State After 
EIC Stale EIC 

Without State EIC 


Local 
IiK. Tax 
(50% of 
St Tax) 


Combined 
State and 
Local 
Inc. Tax 


$14381* 


$ 0 


$ 0 $ 0 


$ 0 


$ 0 


14382 


311 


0 311 


166 


477 


15300 


359 


0 359 

With Sfcttp FTC 


180 


539 


$14381* 


$ 0 


$ 0 $ 0 


$ 0 


$ 0 


14382 


311 


311 0 


0 


0 


15300 


359 


355 4 


2 


6 


•Pn^cted poverty line for 1991 based on CBO inflation forecasts, January 1992. In Maryland, 
taxpayers with iiKomes below the poverty liiw owe no state incon« tax. 



Family-Size Adjustments 

The 1990 federal expansions added a family-size adjustment to the EIC, but the 
adjustment is very small. When the expansions are phased in fully in 1994, the 
maximiun benefit for families with two or more children will exceed the benefit for a 
family with one child by $160. By contrast, the poverty line rises more than $2,000 
for an additional child. 

The federal EIC contains no additional adjustment for families with three or 
more children. Yet Census data show that 60 percent of all children in working poor 
families live in families with three or more children. 

If a state does not adjust its credit for family size, its family-size differential 
will be tiny. For example, if a state credit equals 20 percent of the federal EIC, the 
maximum stale EIC for a family with two or more children will exceed tiie credit for 
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families with one child by just $32. By contrast in Wisconsin, the credit for a family 
with three or more children will, by fiscal year 1994, exceed the credit for a family 
with one child by more than 

The> fc are both advantages and disadvantages to a state EIC family-size 
adjushnent such as the one Wisconan uses. Setting a state EIC at a single, uniform 
percentage of the federal HC, without family-size adjustments, is simple. It is also 
likely to be somewhat easier to estimate the cost of an EIC without a family-size 
adjustment. On ttie other hand, one of the chief flaws of the federal EIC is its lack of 
a more adequate family-size differential. 

A family's needs and t>asic living expenses increase with its size. So does the 
poverty line. Welfare benefits rise somewhat with family size, as well. But wages do 
not. As a result, working families fall further and further below the poverty line as 
family »ze increases. 

Establishing a family-size adjustment in a state EIC does not need to add to 
cost. There are more EIC families with one child than with three or more children. 
A state can set its EIC for families with one child at a lower percentage of the federal 
credit and its credit for families with three or more children at a higher percentage 
without affecting overall costs. 

Including a family-size adjustment is most relevant when ^ state EIC is 
refundable and will be supplementing the wages of working pooi families. ' 

% 

The Basic Credit vs. the Total Credit 

Five of the states with EICs express their credits as a percentage of the total 
federal EIC, which includes the supplemental credits for a child under one year of 
age and for premiums for health insuraiKe that covers a child. One state, Wisconsin, 
expresses its EIC as a percentage of the federal htsic EIC. There are advantages and 
disadvantages to each approach. 

When the federal EIC was expanded in 1990, many tax, health policy, and 
poverty experts questioned the wisdom of creating the two new supplemental credits. 
They urged that the money for the new credits be used instead to eiilarge the basic 
credit further. The federal health insurance aedit provides a maximum benefit of 
$428 per family, far below the cost of most family healtti insurance policies. The 



Wisconsin initially adopted its family-size adji^tment before the federal ^verrunent 
established its sn»ll family-size differential in Wisconsin subsequentiy decided to retain its 
family-size adjustn^ts. 
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credit is probably far too small to lead families lacking insurance to purchase it; the 
credit is likely to do little to improve access to health care among the uninsured. In 
fact some analysts worry that the existence of the credit may encourage some 
employers to institute or increa^ co-payments for health insurance premiums, which 
could in turn reduce access to health care. Nor do most analysts believe th«e is a 
good reason for providing a somewhat higher EIC for families witii a child under 
one. Proponents of this credit argued that it would encourage mothers with young 
children (in two-parent families) to say home rather than go to work, but the 
maximum credit amount is $357 — $6.86 per week -~ and is much too small to have 
such an effect," 

There is no strong policy reason for states to adopt these supplemental aedits. 
States tying to the basic federal EIC will distribute benefits more evenly among low- 
income famiUes with children. For any given level of state expendihires, less will go 
to families who fit the special circumstances of the supplemental credits, and more to 
all other low-income famiUes. 

The disadvantage of conforming to the basic benefit is admirustrative. To 
claim a state benefit that is a percentage of the basic federal benefit, families must 
transfer a number from the middle of the federal Schedule EIC calculation to the state 
tax form. This may be confusing. Families that have the IRS compute their federal 
credit may never know the amoimt of their basic federal EIC, and so would not be 
able to report that amount to the state. If a significant number of low-income 
families were deterred from claiming their state EIC because of this complexity, the 
advantage of spreading EIC benefits more fairly and more broadly would be 
canceled. 

States can overcome this disadvantage by calculating the EIC for families who 
do not know the amount of their basic federal EIC when they file their state tax 
return. If a state will calculate the EIC for any taxpayer who attaches the federal 
Schedule EIC with the front page completed, as Minnesota does, there is no 
administrative problem in conforming to the basic federal EIC rather than to the total 
federal EIC. 



IS 

■rr^u 1}^^ supplemental credits were enacted for primarily political reasons and may repealed. 
The health insurance credit was adopted at the insistwKe of Senator Uuyd Bentsen, ite author 
K?2L c ^'L^lS? Senate Finance Committee. TTie young child supplement was initially refected by 
^ J^t S^*^ Finance Committee and the House Ways and Means Committee but was inirted inh> 
»w final l^slahon at the last minute at the insistence of former White House Chief of Staff, John 
bununu. Rep. Dan Rostenkowski, Chair of the House Ways and Means Committee, introduced 
legislation in late 991 to repeal tiie two supplemental credits and plow the savings into the basic 
credit, which would be furtl^r enlai^^. 
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^i^ac^: tatteuMy BmflcM In Rtffid states 

£K:s dioold te pBrtiailaily ftttiaf^ 10 rural ^ Com data Imiicate diat two> 
«3ditkMV poverty ra^ amc^ woridng ^amities in rural areas increased significant^ durirjg the 

Save the rubI poor are am Hkely to wtxk than ti« udan poor, they are moie likely 
to be el^ilrie for^ wied fatoome credit In m7, some 647 pracent of mral poor famiUes had 
earnings, Mid nearly oneijuarter (23.4 percent) hwl at lea^ two wjrkers. By contrast, 54.1 
pereott of poor fmnilies in mrtro areas had at teast one worker, wWt 15.9 patent of them 
having tw? or more workers. Furthemiore, by 1987, some 10 patent of rural woridng families 
were poor, an increase erf i^rfy OT»-thiid frcMn 1978. 

This suggests Ae need for policies ttwt reward woric and «*ance the wages of rural 
working poor fan^lies. A state EIC is an eccellent way to do sa 

The manner in which Ate EIC provides beneflts is wdl suited to rural areas, as wdl. 
BaiTiere, such as lack of transportatirai, Aat tn^t prevait rural reskients fnwn applying for 
public assistance do not prevent reaipl of the EIC Income tax forms and tlw special Schedule 
EIC may be r«caved and submitted by mail. In addition, the private nature of the application 
process avwds any stign^ that nmy \x attadted to public a^istance. 

TTie Presence of the Working Poor in Nonmefcro Areas 

Nomnetro Areas Metro Areas 

Proportion erf families that 

have at least one worker 64.7% 54.1% 

Proportion <rf fomil^ tiiat 

have two or irwre worters 23.4 15.9 



Cost Conskieration 

Once the first three decisions are made — whether the credit will be 
refundable, whether it will be adjusted for family size, and whether it will conform to 
the basic or total federal credit — EIC costs will be determined by two further 
factors: 

• ihe percentage of the federal EIC allowed as a state credit; and 

• the percentage of families receiving the federal credit that will file for 
the state credit. This issue will be discussed later. 
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States have designed credits that range from 6.5 percent to 50 percent of the 
federal EIC. States can put their credit within cost limits by adjusting this 
percentage. 



29 



V. state EICs Improve Progressivity 



EICs also contribute to a more equitable distribution of tax burdens and make 
state tax codes somewhat less regressive. 

A tax system is pwgressive when taxpayers pay higher percentages of their 
incomes in taxes as their income rise. A tax system is regressive when lower- and 
middle-income taxpayers pay greater percentages of their incomes in taxes than 
upper-income taxpayers do. Virtually all state tax systems are regressive, primarily 
because of their heavy reliance on regressive tax sources. 

The State Track Record in Recent Years 

Since passage of the federal Tax Reform Act of 1986, some 36 of the 42 states 
with an income tax raised the income at which the tax begins to be owed, thereby 
eliminating income tax liability for some or all of the working poor.'^ These states 
raised their income tax thresholds for a family of four by an average of $4,956. (See 
Table Vin.) 

In 1986, only three states set their income tax thresholds for a family of four at 
or above the poverty line. Now 18 states do. 

These steps have lessened the regressivity of state codes, reducing 
disincentives lo work and boosting the disposable income of low-income working 
families. In many of these same states, however, regressive sales and excise taxes 
were raised during the same period. Between 1985 and 1990, state sales taxes were 



For the purposes of this analysis, the District of Columbia is counted as a state. Connecticut's 
enactment of an income tax in Wl brings the total to 42 states. 



increased 22 times and state motor fuels taxes were raised 92 times.^ Often, the 
regressive tax hikes more than canceled out the relief provided through reduced 
income tax burdens. A recent study by Qtizens for Tax Justice indicates that the 
overall regressivity of state and local taxes increased between 1985 and 1990 despite 
the improvement in state income tax structures.^' 

This pattern continued in 1991. Some 34 states raised taxes. In the 
overwhelming majority of these states, the tax increases were regressive. Only two 
states, Connecticut and Rhode Island, raised taxes in a clearly progressive manner.^ 

Finally, despite the progress in reducing income tax burdens on the working 
poor, 24 states — three-fifths of all those with an income tax — continue to tax some 
working families with incomes below the poverty line. In these states, the income tax 
threshold for a family of four falls an average of $5,1(X) below the poverty line. 

Refundable Tax Credits and Sute EICs 

Refundable low-income tax credits, and particularly EICs, offer a well-targeted 
mechanism to moderate the regressivity of state tax codes and reduce income tax 
liabilities on working poor families. In 1991, six states that raised regressive taxes 
accompanied these tax hikes with the establishment or enlargement of a targeted low- 
income tax relief provision. One state, Minnesota, established an earned income 
credit along with a sales tax hike. 

When the federal EIC was enacted in 1975, it was designed in part to offset the 
regressive impact of Social Security and Medicare payroll taxes on working poor 
families. When the EIC was expanded substanti^y in 1990, it was partly to offset 
the regressive impact on low-income working families of higher federal gasoline, 
alcohol, and tobacco taxes. 

An earned income credit can perform a similar function for a state. An EIC 
can be a useful tool for policymakers looking to offset some of the regressivity of 
state and local taxes at moderate cost. 



^ Robert S, Mclnlyre, et al, i4 For Cry From Fmr CTJ's Guide to State Tax Reform (WasWngton, 
D.C.: Gtizerts for Tax Justice and the Institute on Taxation and &ononiic Pc^icy, April 1991), pp. 6 
and 7. 

^ Ibid., p. 18. The data in this study reflects tax burdeis for families of four. 

^ Isaac Shapiro, Steven D. Gold, Mark SIttft, Julie Strawn, Latira Summer, imd JUjbert 
Greenstein, The States and the Poor Hm Budg^ Ded$um$ in J991 Affect^ UfW htame People, Center on 
Budget and Pi^icy Priorities and Cento- for me Study of tine Siatss, December 1991. 
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waexi^^iBi^ Mtumi fMi mi Poor 

The fedaal tax code; as wefl^ has beocaae swaewlat tess pii^faajve in reamt years. Astoly 
by ti« Ccsr^n^s^jonal ^Mlget i^vim ttitft Ibf nK^ 

btcome dfetriinitton), the poca^^ ctf inomie pakd in tajoess w» alxntt ti« s^me in 1^ as in 
1977. AmcB^ tire w^fl\^^ cme percent of t!« popidatkm, however^ tiK percentage of incoim paid in 
fed€3ral taxs fdl one-fourth. Evei after teking into SKXount the upf^'-inoor.w tax increases enacted in 
19%, ti« pecenta^ of lrKt»i« in kt^mi taxes by the weaMNfest onfr-per:»nt of tiie p(^]daitoi\ wiQ 
still be neariy oate-fiWi tower in 1992 dian in 1977.^ 

CBO found that tite reduced jmigr^vity of the federal tax cocfe contributed to the growir^ 
income dfejHinties betw^ rkiiiBKl poor. g data ftvmt ^ Cesm» ^ub»i fmd tiw IRS, CBO foi^ 
that the av»age l^we^ Inaxm erf tiw {xxu^ fi^ ol tiw pcqmteticn 1^ pertsnt between 1977 
and 19S9, «Ft«- adjustmeit for Inflbtten. Ihe bdtMtHiax faKome ol ^ n^kMle-^i^ of tilie jxjfHitetion 
edged up four percait Memwhile, the before-tax income of the top fifth rose 29 percent; and for ttte 
ridW oane p^cmt of the popu}ati«rw it dln^^ 77 p&csx^ 

Wha. j^{fr-t3X ina»ne was exanUned, CBO fbiaid tfiat ^ bottom Hf^ 5? 1 £^ nine percent 
while the middle fiftti still registered about a four pwcent gain. But flie av«age afts'-tax income erf the 

Gora^ pen^t ^ ti% pop^tkn ii«3e»ied a stumyo^ 102 pocent Dne*qmrtsr fiie laige iitfreefie 
during this paricKl in the after-tax income of ^ w&altii^t Americans a^^pears due to changes in federal 
tax fKilkies. 

Household Quu^ in Quu^ fai 
income Before-Tix become After-Tax Income 
Category 197749^ l977Am 

Lowest Fiftti - 8J% - 9.1% 

Middle Fifth -^4^ +43 

Top mt\ + 32.0 

Richest One Percent +77.1 +101.7 



The trovl towaid t^ei^ur^ dis{^ties in ^ distributiost ol aft^^^ ItKSMXie ite particidazfy 
shaip amoi^ fomilies widi duldrai. The CK) dbta ^Nnv duit fnoxn 19^ to 1999, tihe average after-tax 
income erf ti« pocnest fifSi of £an^lies with diikirai j^ta^ged 19 pamtt, aft^ od^iasltmBA lor Mation. 
The afl^-'tax iraxime of tin i^xt-to-fhe4)ottom fiMi faiiH^ with duldren 6^ &5 fermtt. Yet 
average aft«->tax ixKCMiw of ttie weal^yest fifth of families v/Hix diildresn W6e 772 yeKssiX. Data m ttie 
top (»ne pen^mt of fan^B^ with children were ik^ available. 



^ The CBO data for 1977 and 19^ loid CBO fms^ctiosis isa 1992 are pid^^ied m House 
Committee on Wap and Means, &id^rmud MaterM m fmMy Imnm md Ds^ges, Dec^nbo- 19, 
1991, pp. 61-81. CBO used 1977 as its ins^ year because it pcecec^ ^niHcant tax diaanges in Soda] 
Security aivi iiKonw taxes Bt^ax^ In 1977 ar^ 1978. 1989 b ihs lat^ year whidt data are 
avaiUUble. In pladng households in dififi»»at income tafegox^ GBO a^ 
housdhokl lise. 
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Table Vm 

State tncoxne Tax ThreshcMs for 
Two-I^ra^ FmidKes ¥ow in 1986 and 1991 



State (Ranked 






bicrrase in 


Tnresmla 


A^coraii^ to 


1986 Tax 


1991 Tax 


Htfeshoki from 


Above/(Daow) 


1991 Ihreshold) 




Threshold 


4»6 to 1991 


rovwtv Line 


1. nhnois 


$iJ0O0 


$4,000 


$0 


(9,921) 


2. Indiana 


4,000 


4,000 


A 

0 


(9,921) 


3* Alabama 


4,500 


4/500 


0 


(9,421) 


4. Kentucky 




«» AAA 

5,000 


TOO 


(8,921) 


5. New jersey 


4J0O0 


5/XSO 




(8,921) 


6. Hawaii 


53u 


6,100 


800 


(7,821) 


7. Montana 


6^40 


6,600 


360 


(7321) 


8* West Vifginia 


3^ 


8,000 


4,400 


(5,921) 


9. Virginia 




8,200 


4,500 


(5/721) 


10. Michigan 


6^ 


8v400 


pa. 

2,400 


(5321) 


11. Delaware 


5^ 


8,600 


3,000 


(5321) 


12. Missouri 


6,900 


8,900 


24XX} 


(5,021) 


13. Georgia 


6,100 


9,000 


2,9(X) 


(4,921) 


13. Iowa 


5,000 


9,000 


4,000 


(4,921) 


15. Oklahoma 


5,830 


10,000 


4,170 


(3,921) 


16. Oreg(m 


6,W0 


10,100 


3,200 


(3321) 


17, Ohio 


9,^ 


10,500 


600 


(3,421) 


18. Arkansas 


5,(XX) 


107(X) 


5,700 


(3,221) 


19. Louisiana 


11,000 


ll^XX) 


0 


(2,921) 


20. M assachusetts 


6,4{X) 


124XX} 


5,600 


(1,921) 


21. Utah 


4300 


12,200 


7,900 


(1/721) 


22, Pennsylvania 


5,700 




73(K) 


(921) 


22. Kansas 


6,000 


\3JOOO 


7XXX) 


(921) 


24. Wisa>nsin 


9,2(X) 


13,^ 


4,70U 


(21) 


25, Maine 


6,5fflO 


14,100 


7,900 


179 


25. New York 


10,600 


14,100 


3,5(X) 


179 


27. Colorado 


6,200 


14,^ 


8,100 


379 


27, D.C. 


4,000 


14;500 


10,:^ 


379 


27. Idaho 


8,000 


i4;s)o 


6350 


379 


27. Nebraska 


8,000 


14^300 


6/300 


On>A 

379 


27, Npw Mexico 


12,000 




2,^ 


379 


27. Norm Carolina 


4,300 






379 


27. North Dakota 


8,000 


14J300 




/^Mr\ 

379 


27, South Carolina 


10,^ 


\4;300 


4,(XX) 


379 


35. Arirona 


8,400 


15,000 


6,600 


1,079 


36. Maryland 


53^ 


15,^ 


9,670 


1379 


36, Miro^esota 


9,300 


15^500 


6,200 


1379 


38. Mississippi 


15,900 


15,900 


0 


1,979 


39. Rhode Island 


9,600 


17;400 


7,800 


3,479 


39, Venxwait 


8,000 


17,400 


9,400 


3/479 


41. California 


14,300 


2^m 


6700 


7,079 


42. Connecticut 


N/A 


24,000 


N/A 


10/079 



Notes: The 1991 poverty for a four-person family was $13,921 as projected by tfie Coi^res»onal 
Budget C^ce in January 1992. The tivesholds include state ^med incoctw credits, pera>nal credits in 
states that use th^ insteeui of po-Mvial e>ffimptk»i5, aiKi special credits used by son% states (e.g., 
K^tucky, New York, Peimsylvania, ani Washington, D.C.) to reduce iiKonie tax burdens qxk low- 
income wage earners. Other credits — such as property tax credits, sales tax credits, £md dependoit 
care credits ~- are not taken into account 
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VI 



The Need for Outreach 



One advantage of the earned income credit is its high participation rate. 
Definitive data is not available, but estimates suggest that some 80 to 90 percent of 
eligible families are receiving the federal EIC 

State EICs also are likely to have high participation rates. Nevertheless, 
significant outreach needs to accompany state EICs for two reasons. First, there are 
still eligible families that do not receive the federal EIC, and this number could rise 
significantly as a result of new complexiti^ in the federal EIC filing process. Second, 
some families may elect to have the Internal Revenue Service compute their federal 
EIC for them, and thus may have no federal EIC amount to enter on their state 
income tax return. States can take steps to address both of these problems. 



Eligible Families Who Miss Out on the Federal EIC 

Filing for the federal credit is a prerequisite to filing for a state credit Yet 
many eligible working poor families may miss out on both the federal and state 
credits for one of two reasons; they fail to file a federal income tax return, or they 
fail to include Schedule EIC along with the return. 

Some low-income working families have incomes so low that they are not 
required to file a federal income tax return. If they do not file a return they forfeit 
the benefits they have earned, so outreach must encourage all low-income workers to 
file a federal return. 

Beginning in tax year 1991, there is an additional filing requirement Low- 
income working families must file the new "Schedule EIC" along with iheir tax return 
in order to receive their federal credit Some eligible families may allow tills 



complication to deter them from receiving their aedit, so outreach efforts must also 
stress the importance of completing and including the Schedule EIC with the tax 
return.^ 

In states with an EIC, outreach efforts become doubly important because 
failure to file for the federal EIC precludes an eligible family from receiving the state 
EIC. Hence, outreach aimed at encouraging participation in a state EIC should 
encourage participation in the federal program, as well. 

Since 1989, the Cenit?r on Budget and Policy Priorities has coordinated a 
national EIC outreach campaign involving thousands of state and local agencies, 
social service providers, charities, community groups, advocacy organizations, 
businesses, and labor unions. Starting in 1^1, the Internal Revenue &rvice has 
substantially expanded its own EIC outreach. The Center and TKS make available a 
variety of materials, including camera-readv bilingual posters, flyers and envelope 
stuffers, a guide to successful outreach stra.egies, fact sheets, and sample PSA scripts. 

IRS data indicate these efforts have been effective. For example, between tax 
year 1988 and tax year 1989, the number of families eligible for the federal EIC did not 
increase, and tax experts predicted a change of less than one percent in the number 
of families getting the EIC. Yet the number of families actually receiving the credit 
rose 770,000, or seven percent. 

Such outreach efforts should prove similarly successful in promoting state 
EICs. States, social service providers, local governments, and advocacy, community- 
based, and neighborhood groups can piggyback on efforts used to promote the 
federal EIC in publicizing state EICs. For example, in Milwaukee t'le Congress for a 
Working America and the city are promoting use of both the federal and state EIC. 

The targeting of state EIC outreach activities should be influenced somewhat 
by whether the credit is refundable. With «o«-refundable credits, outreach should 
focus on families with income above the state income tax threshold. Since families 
with lower incomes do not owe state income tax, they receive no benefit from a non- 
refundable EIC. Efforts should aim to increase awareness of the credit and the need 
to fill out the appropriate section of the state income tax return to apply. Outreach 
promoting refundable credite, on the other hand, should also place major emphasis 
on reaching working families with incomes too Ic ,v to owe state income tax. 



For tax year 1991, the IRS will in some cases award the Imk credit to families that appear 
eligible whether or i>ot the new Scf^ule EIC accompanies the return. In those cases, the IRS will also 
ask for further information tt> determir» whether the family might also be eligible for the 
supplemental young child and health insurance credits. In other cases, the IRS will not issue the 
twnefit, but it will notify taxpayers who appear eligible but did not submit tine Schedule EIC of their 
potential eligibility. As of this writing, it is unclear whtiher IRS will continue these policies in tax 
years after 1991. 
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EfC Outreach Strategies 



I A vane^ of »k(£ssIu1 £iC oi^«ach ^t^^ )»\« been c(»«lucfeed at stale md Uxsl 

levels. Many of the^ strat^es are d^^ied to t^di low-income wodking famUies throu^ 
oth»- ben^t or service programs, stems wheie diqp, bn^oieBses where tih^ work^ or the 
media. 

I Many stete and local EIC campaign ^so seek to msfti hm-incoroe working parwrts 
witft SIC iitf o m a t fo n tluov^ day care cat^i^ dnieches anA n%imis oiganizations, 
conununity |^!oiif», arai iifik»^ Nfeny siKj\ j^tnips imitin^ conw In ochti^ wi^ 
eti^te f amui^ Sudt csganizafions ran al«> irae otttreadt stiateg^ 
and placing HC flyers and pesters at gathering plat^ Dke Ubraries, laurdromats, stores, ami 
d^k c»}^^ agendes. 
Many slates send no^kxs about ^ £IC lo and ps&esnt beni^daziK of vark>us 
assistance programs, inclading AFDC food stamps, Medicaid, and unemployment insurance. 
M^y of these fann&s nmy iuve hiKi son» earned inomwi duxk^ tiw previkms year. 
Trainii^ vcdunte^ at texpayer a^5laro» (sntos h asw&m efiective way to promote 
titwElC Many low- and moderate4iKome laxpa^^ dcp&vi <w such services to file tl«jr 
federal ami state returns. If volunteers at these centers hdp fanulies fill out tfw ap{m>priate 
sections of tl^r tax refund, n^y aO el^le taxpaym vtsa^ fi^se onters «houki reo^ thdr 
BIC benefits. 

States and cities can also tuget their own ElC-elig^le einpk)^es. Badi winte*/ several 
cities and states rK>tify aU employees — or aU employee betow a c&isan grade tevel — jd>out 
the EIC 

Media prcmiotian technk]!:^ include pr^ confraen^ arKi press rdeases (hat provide 
basic information on the EIC and public service announcements for radio or television. In 
areas of ethnic div0r»ty, multilb^;ual imterlak can be especially i^diil. 

Finally, some areas have a toll-free EIC hotline number during the tax-filing season. 



Families Receiving the Federal EIC Who Fall to Get Their State EIC 

A seconc? problem area involves families that receive the federal EIC but fail to 
obtain their state EIC. The best information on the extent of this problem comes from 
Wisconsin and Vermont. In both statesy data show 83 percent of the famili^ 
receiving the federal EIC also receiving their state credits. Thus, about one-tifth of 
those receiving the federal credit seem to have missed out on the stete credit. 

In Maryland, 68 percent of families receiving tiieir federal credit also receive 
their state crwlit. Maryland figiu-es are less useful, however, because its EIC is non- 
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refuittlable. For families whose state income tax liability is zero, daiming the state 
EIC saves no purpose. 

Why do some families receiving ^ feckral credit fail to c^tain tiieir state 
credit? Ths best answer appears to be that some families have IRS compute ^tmi 
federal credit; as a result, they do not know the amount of thdr federal EIC when 
diey file state income tax return. 

Now tiiat filing for ihe federal credit has become more complex and the 
computations more involved, the niunber of families electing to have tl^ IRS 
compute tiwir federal EIC is expected to rise. This means the proportion of eligible 
families failing to receive state EIC t^^ts could increase signifirantiy. 

States can take two steps to deal with this problem: 

• State revenue agencies can compute &e ba^c federal EIC for families 
that asked IRS to figure their aedit States can ask these fomilies to 
enc'-^^ a copy of their federal Schedule EIC with their state tax return. 
In most cases, computing ti\e federal EIC will be straightforward. The 
state ag^cy can then determine a family's state benefit with one 
additional computation: applying the state credit percentage.^ Where 
state revenue agencies can perform this task, it is the preferred route.^ 

• An alternative is for stetes to use the IRS tapes they receive later to 
identify families ttiat received a federal EIC but failed to get tiie state 
EIC. The state can readily compute the state benefits for these families 
and send them their EIC. Under this procedure, a family may not 
receive its state EIC payment until one or more years after the year in 
which the payment was due. Nevertheless, using this procedure is 
much better than not taking any action. 



EIC sbites tre^ imit-y^ residatts cUffnentiy. In Iowa and Mafykrei, any family dig^e for 
ttie fedoai WC is also ^kibk for a full ^te EIC regan&ss of whed»r nm femify lived m tim slate 
for the full ymt or ruA. Venront bases tt» mze of its credit on ti» nunil)CT <rf monllw a taxrayo* lives 
in tite state. A taxpayer fivii^ in the state for half tiw year recaves half ncmnal state uC'to^L 
[I^eral EIC X X (JO)-] n&nwsota bases its credit an«»int rai tl« p&ceitage of iraioine een^ 
wHle livir^ in ti» state. So if a K&H«sota family earned 30 p&caA of its anniml iiKome in the state, 
it would be entitled to 30 percent of the rasmal state EIC amount [Federal EIC X (.10) X (30).] In 
Wisconsin, you must live m tiie ^te for &\e fuQ year to be d%ii^ for the state credit 

^ Of the states with EICs, only Minnesota wiO flag potentud redpknts and ct»npute their state 
credit for iheai. To receive dus service, iiowev^, ttie taxpayer mu^ subnet a federal Sd^ule EIC 
with the ^te rehim. If tlw first page of ihe Sd^ule EIC is filted out, ^ revem» departo^nt will 
cakulate bofli the federal and state EIC amounts. 
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If a state jfbllows neither of these approaches and limits its EIC to those 
families claiming it on ti^ state return — a substantial number of eligible families 
will miss the benefits they have earned. Neverthdess, if administrative difficulties 
preclude adopting dttier procedure, tiiis ^uld not rule out establishing an EIC. 
Even without one of tiiese procedures, participation in a state EIC is likely to be 
higher than participation in most other means-tested assistance programs, including 
other state refundable tax credit programs.^ 
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Othar state nefundable tax credit 
do ncrt b»«fit from flie type of publicity 




^ do not have a fedenil counterpart, and so 
that SUITOUIK& tiK fectexal EIC 
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VII. Two Case Studies 



One factor making a state earned income credit attractive is its ability to 
generate support from policymakers across the political spectrum. An examination of 
how earned income credits came to be adopted in Wisconsin and Maryland illustrates 
the broad range of support that EICs can generate. 

Wisconsin: Forging a Liberal-Conservative Alliance 

Enacted in 1989, the Wisconsin earned income credit was the first EIC, either 
federal or state, to adjusted for the number of children in the family. The credit 
equals five percent of the federal credit for families with one child, 25 percent of the 
federal credit for families with two children, and 75 percent of the federal credit for 
families with three or more children. 

Sponsors of the Wisconsin credit were striving to come close to the goal of 
"making work pay." That is, they sought to make as much progress as possible 
toward enabling full-time, year-round minimum wage employment — when 
combined with both federal and state EICs — to lift a family out of poverty. Because 
the gap between minimum wage earnings and the poverty line increases with the 
number of children in a family, Wisconsin policymakers set the state EIC at higher 
percentages of the federal credit as family size increased. 

The Wisconsin EIC was conceived by a bipartisan coalition primarily 
composed of women legislators. This coalition was led by Democratic Representative 
Rebecca Young and Republican Representative Margaret Lewis, the chair and ranking 
minority member of the Committee on Children and Human Services. Republican 
Representative Susan Vergeront, who chairs the Governor's Women's Council, was 
also key as were Tom Loftus, the Democratic Speaker of the House, and David 



Reimer, Milwaukee's Director of Administratioa Each of these coalition members 
played a major role in helping secure support for the state EIC concept^ 



The "making work pay" concept held toge^r the ideologically diverse pro- 
EIC forces. Conservatives were looking for an alternative to raising the minimum 
wage to address the income problems facing low-wage woridng families. Moderates 
were inter^ted in encouragjir^ welfare families to work arui were looking for 
economic incentives for low-paid employment. Liberals were particularly attracted 
by the HC's ability to lift woridng poor families closer to or above die poverty line. 

Among proponents, it was universally agreed d\at the credit must be 
refundable if its objectives were to be met. All recogiuzed diat a non-refundable 
credit would not help most working poor families, ^ce most had no state income 
tax liability. Liberals also saw refundability as necessary to achieve a more 
substantial improvement in the progresMvity of the state income tax. 

The proponents initially encountered some modest opposition to refimdability. 
The Department of Revenue was concerned about constitutionality. There was also 
concern about whether the state could afford refundability. Conservative opposition 
developed among manufacturers and some conservatives who felt the income tax 
should be used only to collect taxes and that a refundable state EIC was nothing 
more than another spending program that transferred income to low- and moderate- 
income households. 

The coalition took a number of steps to overcome this opposition. Republican 
members sold the EIC to conservatives as an alternative to raising the state's 
minimum wage. For conservatives opposed to a large minimum wage increase, a 
state EIC represented a viable alternative. In addition. Republican US. 
Representatives Thomas Petri of Wisconsin and Nancy Johi^n of Connecticut 



Wisconsin also had an EIC from 1^ to 1%S, ^^u^ tfus EJC was mnvrehindable. ITie idea 
for a slate EIC grew out of Denwcratk House %>eM(er Tom Loftus' service on a welfare commission in 
the late 1970s. The commission, staffed by University of Wisconsin faculty, developed proposals for 
non-welfare approaches to reduce poverty. One of its recommendations was to establish a refundable 
state EIC. A bill to establish a refurtdabte EIC passed l^islature In 1979 but was vetoed by the 
govenK>r. A bill crating a ]X)n-refundable EJC was erected in 1983. 

The non-refur^lable credit was ctesigr»d solely to reduce or elinurute income tax burdens on 
working poor families. In 1985. the le^slature eliminated income tax burdais on nx)st working poor 
families. This lessaied the need for a non-refundable EIC and tfie credit was repealed. 

Since 1^, Iwwever, Wiscraisin's irMrome tax thre^old I^ not ris&x with inflaticm. On the 
other hand, the poverty line is adjusted upward for inflation annually. As a result, many working 
poor families that had i^en renwved from the state's income tax rolls eased ba<-k onto them. The 1989 
state EIC pushed the state income tax threshoki back above the poverty line for Wisconsin's working 
poor hmriilies. 
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praised the EIC at a state Republican Party convention. Petri also spoke to the 
advantages of adjusting the credit for family size.^ 

These efforts resulted in broad-based Republican support for the proposed 
credit which was instrumental in seeming the backing of the Republican governor. 
The Republican embrace of the EIC eventually became so strong that at times 
conservatives had to downplay their entiiusiasm so that liberals would not be scared 
away. 

Democrats used some similar arguments in promoting the CTedit. The EIC was 
sold as tax policy that would promote work over welfare and help people help 
themselves. It was also promoted as an ea>nomical and administratively efficient 
way of providing assistance to working families and children in need. 

The Democratic effort was buttressed by strong interest from organized labor 
and the dty of Milwaukee. David Newby, the Secretery-Treasurer of the state's AFL- 
CIO, lobbied vigorously for the EIC, as did David Reimer, Milwaukee's Director of 
Administration. Reimer's contribution was particularly signiHcant; he focused the 
attention of area legislators on the additional spending power an earned income 
credit would bring into the dty's economy. 

Maryland: Making of a Non-Refundable State Earned income Credit 

Maryland's EIC was established in 1987 as part of legislation conforming the 
state income tax code to the federal Tax Reform Act. The EIC was proposed by the 
incoming governor; nevertheless, its patii through the legislature was not entirely 
smooth. 

The Maryland EIC's trek through the legislative process began prior to 
Governor William Donald Schaefer's inauguration in 1987. The governor-elect's 
transition team solicited program options from various executive departments. A 
legislative analyst in the Department of Human Resources suggested a state earned 
income tax credit because it could provide signiHcant tax relief for the working poor 
at a relatively modest cost. The Maryland Catholic Conference also strongly urged 
aeation of a state earned income credit 

At the time the governor took office, Maryland imposed substantial state and 
local income tax burdens on the working poor. The projected state and local income 
tax liability for a two-parent family of four with income at the poverty line exceeded 
$450 for tax year 1988. 



^ Durif^ tiw 1989 ccnneressional s^sion, Petri was the leadii^ RepubUcan proponoit of 
oihancing the fed«al earned income credit and adjust!:^ it by family size. 
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While Wbconsin stands out lor havii^ Oie lai^ ElC «id ^ sk^ state mC aci^usted 
for famiiy ^zc^ H also wairants rm^^cm for ex^[^ve<»dt^di activiti^ it larnJotakes to 
pHNxtote ^ credit A tnoad bi^ Of wppoxt when the state EiC was amitBd has made H ea^ 
to nK}iflit tKitreadt ^brls. 

For example, ^dh wintef &\e state Public Service Commission ench^es an EK! notice 
wi^ utility bills. The Departed of HMh ffltd Sodai Services sauis an annual niai&^ about 
the credit to AFDC and food stamp redpienis. The Departmeit of Revem^ has developed EIC 
pamf^ts diat at« distctbtited by ^te icqgi^^us as^ xmde available at Hbraries. The Revenue 
Departmon also attoY^>i$ to p&ice artfctes idtKM^ In addition, the state 

prints mformation about ti% state EIC <m tite back of kjttery tickets. 

Thsre are a nuwyber of kxally baaed public inibnnatiim efibrt^, as well In Daiie | 
County, the Qty of Madison, tt» couitty, tiie ^te, and local utifity companies work togedier to 1 
advertise the credit. The Dane County Community Action Agency also promotes the credit 

Perhaps ttw most nots^le kx^ effort is a public^vate partna^p in Milwaukee 
involving tiie city, the non-p rofit Ccmgress for a Working America, and fi» busir«$s-orienled 
Gtmto Milwaukee Committee. Thb dfrart is s}?earheaded by Congress a Woridi^ America 
and promotes both the state and federal EICs. these or^mizations devetop publk service 
aimoiincements about the credit operate m "EtC hotBne,** prepare and disseminate multi&^ual 
educatk»ial materia, and pitmiote outreadt by tekMr iiyw»^, it^gjbus defttminatkmi^ and 
otdia' oonuntmity-t^ffied cngauzatkms. 



The governor's tax proposal contained several provisions designed to relieve 
the high income tax burdens on the working poor. It raised the standard deduction 
and established minimum standard deduction levels for various taxpayer 
categories.^ It also established a non-refundable state earned income tax credit at 
50 percent of the federal EIC. A 50 percent earned income credit was needed, in 
addition to the other proposed chang^^ to elinunate state income tax liability on 
families of four or fewer people with incomes at or l^low the poverty Une. 

The Maryland Catholic Conference, Associated Catholic Charities^ the 
Maryland Alliance for the Poor, and the Department of Human Resources organized 



Prior to 1987, Maryland's standard deduction was 13 percmt of adjusted gross income. The 
maximum standard deduction in the state was $1,500 for sin^ taxraym and for taxpayers filing as 
l^ads of hou^hoMs ard $3,000 for married couples filir^ jointly. The GovenWs proptsal ^u^t to 
incr^ise the starKlmtl deducticm in sevoal wavs. First the rate of the staraiard deduction would be 
increased from 13 percent to 15 percent of AG I, Second, the maximum standard deduction levels 
would increase to $2,000 and $4,000 respectively. In addition, minimum standard deduction levels 
would be set at $IJOOO for single taxpayers and heads of hous^Ids arei $2,000 for married couples 
filing jointiy. 
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a major effort to promote the low-income aspects of the governor's package. They 
plac^ particular eir.phasis on the HC. 

The lobbying coalition, except for the Department of Human Resources, also 
proposed a modification in the governor's proF«>sal. The coalition urg^ that the 
proposed state EIC be applied against both state tmd load income tax liabilities borne 
by working poor families. (The governor's proposal would have subtracted the EIC 
only from state income tax. That would have left many poor families with 
substantial local income tax burdens^ even if some of their state EIC remained unused 
after their state income taxes had been eliminated.^^) 

The Legislative Black Caucus sponsored the proposal applying the state EIC to 
both state and local income tax liabilities. The Women's Caucus sponsored a separate 
change setting the standard deduction for heads-of-household at the same level as the 
standard deduction for married couples. Both caucuses agreed to support the low- 
income tax relief provisions in the governor's package with these two modifications. 

The Maryland House approved ti\e governor's low-income tax proposals with 
the two modifications. But, the Senate was more resistant That bod/s tax writing 
committee developed its own proposal for conforming to federal tax reform that did 
not include a state earned income credit. In conference, however, the Senate accepted 
the House EIC provisions. 

One aspect of the legislative development in Maryland that stands out is the 
role played by the Black Caucus and the Women's Caucus. The combination of Black 
Caucus and Women's Caucus members on the Ways and Means Committee was 
sufficient to ensure that the governor's EIC proposal was not only approved but 
broadened so that the credit a?uld of^t load as well as state income tax burdens. 
Similarly, the presence of both Black Caucus and Women's Caucus members on the 
conference committee helped ensure approval of die EIC, along with the 
accompanying provisions that EIC supporters sought. 



In all but one of Maryland's 24 local jurisdictions, tiie local inconw tax is 50 percent of the 
state income tax. 
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Appendix 



State EICs are expressed as a proportion of the federal EIC, so federal EIC 
statistics are the starting point for calcubting the cost of a state EIC^ The 
necessary federal statistics on recipients and costs by state are not current, however; 
they are published with a two- to three-year lag. In spring 1992, for example, the 
latest statistics available were for tax year 1989. This means that the expansion in the 
federal EIC benefits and establishment of the supplemental young child an^: health 
insurance credits — enacted in 1990 to phase in t)etween 1991 and 1994 — - will not be 
reflected in the statistics until late 1993. The lag makes calculating the cost of a state 
EIC an uncertain process. This appendix suggests some ways these problems may be 
circumvented. 

There are several issues to consider in estimating the cost of a state EIC. 

First, the cost estimate will depend on the portion oi uie federal credit to 
which the state conforms. Of the states that grant EICs, Wisconan ties its credit to 
the basic federal credit only. A state seeking to foUow Wisconsin's example will have 
costs that generally correspond to available, historical federal data. All other states 
currently granting the credit include the new young child and health insurance 
supplemental credits. States seeking to tie to the hill, expanded federal credit will 
have to adjust their cost estimates accordingly. 

Second, the state cost will be affected by the proportion of families receiving 
the federal EIC that are not likely to receive the state EIC, If a state with a 
refundable EIC does not make any efforts to help its taxpayers claim this credit, it 
may be estimated that 80 percent of those in the state receiving the federal EIC will 



An IRS quarteriy publication, the Statistics cf Income BulkHn, contains inftHination on the 
number of federal EIC recipients and the amount of tenefits paid in rach state. 
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be likely also to daim the state EIC. This estimate is based on the experiences of 
Wisconsin and Vermont.'' A state's participation would approach the federal 
participation level if it either calculates the state HC for people who don't know their 
federal EIC amount (as Minnesota does) or uses the federal tapes to identify EIC- 
eligible families. 

In addition to estimating the relationship between federal and state 
participation levels, states should be aware that future federal participation levels 
may be somewhat different from past levels. No data are yet available on whether 
the new federal EIC filing procedures, including the requirement to attach a separate 
EIC schedule to income tax returns, will significantiy affect the number of families 
receiving the EIC. 

States estimating the cost of an EIC may want to adjust historical data for 
economic conditions. Adverse conditions in 1991 and 1992 may temporarily increase 
the number of families qualifying for the EIC. During a recession, many families 
whose incomes are normally high enough to make them ineligible are either 
unemployed for part of the year or have their work hours reduced. These families 
could become eligible for the EIC during the downturn. 

Finally, states contemplating enacting a non-refundable EIC should be aware 
that they cannot estimate their costs from federal data alone, because the cost of the 
non-refundable portion of the credit depends on the income level at which families 
Dfgin to pay state income taxes. States for which this tax-paying threshold is 
different from the federal threshold must use a combination of federal and state 
statistics to develop cost estimates. 



Estimating the Cost of a Refundable EIC 

States that choose to set their EICs as a percentage of the basic federal credit, 
as Wisconsin has done, could follow the following cost estimating procedure. 

First, determine the percent of the maximum federal EIC benefit that the 
average federal EIC benefit in a particular state represents for tax year 1989, the latest 



^ This may yield an overestimate. Studio in Vermont and Wisconsin show 83 percent of the 
families receiving the federal EIC also receiving the slate EIC These studies reflect tax year 1989 in 
Vermont ami tax year 1990 in Wisconsin. Introduction of *e Schedule EIC be^Jining in tax year 1991 
may result in a lar^ percentage of EIC filers having tiie IRS complete tiiar cr«iits for them. Th^ 
families would not know the amount of their federal EIC to transfer to their state tax form. 



year for which these data are available.^ Assume that the aixrage federal EIC 
beneBt in Lie state woiild remain at the same percentage of the maximum federal 
benefit over time. 

Next, apply this percentage to the projected maximum federal EIC benefit for 
the year for which a cost estimate is de^red. This should provide a reasonable 
estimate of the projected average federal EIC benefit in the state for the year in 
qu^tioa 

Third, apply the state EIC percentage to the prelected average federal EIC 
benefit for the state. This will provide an estimate of the average state EIC benefit. 

Fourth, multiply the number of federal EIC recipients in the state by 80 percent 
to reflect the proportion of federal EIC recipients expected also to receive the state 
EIC. This will yield an estimate of the number of state EIC recipients. 

And fifth, multiply the estimate of the average state EIC benefit by the 
estimated number of state HC recipients to yield an estimated state EIC cost. 

An example may help illustrate these steps. 

1. In 1989, the maximum federal EIC benefit was $910. Assume that the 
average EIC benefit that year was $550 in a given state. Thus, the 
average credit for EIC recipients in the state would be approximately 60 
percent of the maximum credit. 

2. For tax year 1991, the maximum basic federal EIC benefit will be 
$1,217.^ Multipljdng this figure by 60 percent yields an estimated 
average federal EIC benefit of $730 for the state in question. 



State-by-state data on EIC benefit amounts for tax ye? r 1990, the U»t tax year b^re tiie 
federal EIC expansions took effect, will not he available until mid-1992. Tte maximum federal EIC 
benefits for 1989 and 1990 were $910 and $953, respectively. 

^ Census data from 1987 show that an estimated 43 percent trf working fanUli^ witii cMIdren 
that had incomes below $17,800 had me child, while 57 percent of such famSies had two or more 
children. The $17W income level was the upper uKome limit for federal EIC eligibility in 19^. It is 
expected that similar family size ratios hold today for working tanulies with diildren because the 
income eligibility parameters for the EIC have been automatically adjusted for inflation each year since 
1987. 

For tax year 1991, the m?ximiun basic federal EIC baiefit is $1,192 for £amil%s with one diild 
and $1,235 for families with two or aK>re children. Assumuig ctmstant family sbse lailts simre IW for 
famili^ witti one child and for those with two or more childran, tiw weifihted averaiEe maximum 
baiefit for 1992 shouW be $1,217. ^ 



3. Assuming that the state EIC is to be 20 percent of the baac federal 
credit, multiply $730 (from step 2) by 20 percent. This will yield a 
projected average state EIC benefit ($730 X (^0) = $146) 

4. Further assume ttwt there are 250^ federal EIC recipients in the state. 
Multiplying the numb» of federal recipients by 80 percent (.80) would 
yield an estimate of probable state EIC recipients. (250,000 X (.80) « 

200,000).* 

5. Multiply the projected average state EIC benefit ($146) by the projected 
number of state EIC recipients (200^))- The product is the 
approximate cost of a state EIC in the given state. (200,000 X $146 ^ 
$29.2 miUion) 

If a state plans to calculate the federal and/ or state EIC benefits for families 
that have asked the IRS to compute their federal EIC, then the estimated number of 
state EIC recipients Should not be multiplied by 80 percent as sugg^ted in step four. 
Under this circumstance, the state participation estimate should be nearly equal to the 
federal participation. 

If a state does not intend to calculate the EIC benefit, but plans instead to use 
IRS tapes to identify, contact, and provide credit for eligible families that fail to claim 
a state credit, the initial cost estimate should be based on 80 percent participation. 
The dose to 100 percent participation would not t>e reached until IRS tapes for the 
tax year become available and are processed — a lag of one to two years.^ 

Tying into the Full Federal EIC 

States choosing to tie their state EICs to a percentage of the fully expanded 
federal EIC have to add an additional calculation because the cost of the 
supplemental benefits — the young diild and healtii insurance credits — are not 
reflected in the 1989 or 1990 IRS data. The Congressional Joint Committee on 
Taxation has estimated that the supplemental benefits wiU add 13.5 percent to the 



* The 80 percent participation estimate is based on 1^ Wisconsin and 1990 Vermont 
exp^iences. 

^ Using 100 i»rcmt of federal participation for eitiier of these nrethods of asastir^ families to 
claim thar EIC benefit is likely to produce some overestimate of costs. Even if the state will compute 
EIC benefits, not all families will attach their federal Schedule EIC to ther state tax return. If a state 
uses IRS tape, some families identified as eligible win not leceive a notificaticm because they have 
moved out of ^te. Ihere is no dat^ however, on tite size of adjustn^ to make for &»se fac*prs. 
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cost of the basic mC benefits in tax year 1992.* The additional cost of the 
supplemental benefits in the state EIC may be assumed to parallel ^e federal costs. 
Thus, the additional step would be to multiply the estimated cost of the state EIC by 
1.135. 

6. Multiply the estimated state cost by 1.135 to account for the 135 percent 
additional cost, over the cost of the basic credit associated with die 
federal supplemental yoimg child and healtii insurance credits. 



Estimating the Cost of N(»i-RefundaUd EICs 

Estimating the costs of non-refundable credits is more complex. These costs 
are heavily dependent on the state income tax burdens of prospective HC recipients. 
The lower the state income tax threshold and the higher the state income tax burdens 
on low-income working families with children, the more expensive a non-refundable 
state EIC will be. For states witii higher thresholds and lower income tax burdens on 
low-to-moderate income working families, establishing a non-refundable state earned 
income credit can be very inexpensive because there is not much income tax liability 
to offset. 

Federal data is of little use in estimating the cost of a non-refundable credit 
The information available from the IRS on HC claimants by state does distinguish 
between the portion of the credit that offsets federal tax liability and the portion that 
is refundable. This information is only useful in the very few states that have an 
income tax threshold very similar to the federal threshold. In all other states, a state- 
specific calculation would be required. 

States with Income Tax Thresholds Similar to Federal Threshold 

In a state imth a tax thri^ld that is similar to the federal thre^ld, the following 
procedure would yield a wugh estimate. 

A. Divide the amount of non-refund federal EIC l?€nefit^ received by 
families in the state in 1989*° (for example, $34 million) by the total 
amount of non-refund EIC for the country in the same year (for 



The Joint Committee an Taxation estimates tiie 1992 cost of the bask bwvefit will be $9.6 
billion, with an addlticmal $13 billion for lite supplemental tenefits. 

As used Iwre, tfw non-refund EIC bestefit m^ns tlte portion trf tfw EIC used by femilies to 
offset their lax liability. In the tables in the Statistics of Income Bulletin, the portion of me federal EIC 
used to reduce tax liability is siv>wn as flie earned ire^me credit "amount" Hie portion of tiie EIC 
t>eitefit that exceeds tax Utility and is r^umied to families is called "excess earrad iiKome credit." 



Or the most recent available year. 



example, $2.0 biUi(m). The result is tltt ^te's share of the total non- 
refund federal EIC ($34 milfion /$2 bilUon = 1.7%) 



B. Multiply that percentage by an estimate of tl^ total amount of non- 
refuxKi federal EIC expected to be used nationwide in tl» coming year. 
This estimate can be found in federal btidget documents. ik>rexan^le, 
d« President's budget estimates tius figure will be $3.0 billion in federal 
fiscal year 1993. This calculation will yield a rough estimate of tiie non- 
refund portion of tiie federal EIC for the state's population in the 
coming year (althou^ tiwe are some timing differences between fiscal 
and calendar year). ($3.0 billion X 0.017 » $51 million) 

C. Multiply this result by tiie percentage of tiie federal EIC at which the 
state intends to p^ its own EIC. litis will yield a rough estimate of the 
state cost. ($51 million X 30 « $15.3 million) 

States with Ina>me Tax Thresholds that Differ horn i^exal Threshold 

For a state with a tax tiireshold tiiat differs from the federal, the best state- 
specific calculation of the cost of a non-refundable EIC would be derived from a state 
tax model Many states have such models, which are routinely used to estimate the 
cost of proposed legislation by ti« executive braiwlv legislative fiscal offices, or fiscal 
committees of the legislature. If a tax model is not available, a very rough estimate 
could be made from state historical data on tax collections. 

First, determine the most recent year for which state and IRS data are both 
available. For that yeax, fi^hw siqfs one through thr^ cf the procure pmmted above to 
cakulate the cosi a r^andable credit. Thext- 

4rt Calculate the ntmiber of eligible state taxpayers. 

a. Determine tte maximiun income for federal EIC eligibility for the 
year of available data (^ $19,340 for 1^). Using state date, 
determine tiie number of head-of4K>usehold aiui joint filers that 
have (a) some state tex liability and (b) iiux)me$ below this 
amount*^ Multiply tiiat number by 57 p«ccnt (.57).*^ For 



^ Soms faxpsy^ with incc»a» too tow to owe state incone tax wiU raverthLiess fite state tax 
returns to obtain teiva^s of aoKnints witH^. States' tax data would tyi»calfy exdwfe or identify 
ttiese filers with no tax liability. 

^ Using the 1%7 Cen»is data bx families with incomes below the EK: thieshold, 57 percent of 
knv-incmie wmidi^ fma&s had at lei^ otne diild. 

A-6 



example, if state data show 400,(X)0 head-of-household and joint 
Hling families witii incomes below $19^0, the nuanber of 
potentially eligible families would be 228,{X)0. 

b. This nunU>er repi^ents families who will be eligible for some 
amoimt of state EIC. But this number cannot simply be 
multiplied by title state pro{X)rtion of the average federal EIC 
benefit. Because die state credit will non-refundable, some 
families will have state tax liabilities that are too low to use the 
full amount of credit to which they would otherwise be entitled. 
To adjust (very roughly) for this problem, calculate the income 
level at which state tax liability equals half tiie average state EIC 
credit (as determined in step 3 of the calculation for the cost of a 
refundable credit).^ Subtract 57 percent of the number of 
people t>elow that income level from the result of part a. 

For example, assume state data show an average of three persons 
per family in this income range. Further assume that the state 
standard deduction is $2,000 and its personal exemption is $1,000, 
for a threshold of $5,0(N) for a family of three, aiui that the tax 
rate for families witi\ taxable income just above the threshold is 
four percent From step 3, it was determined that the average 
state EIC benefit would be $146, half of which is $73. The income 
at which state tax liability equals half tiie average state EIC may 
be expressed as "0.04(X - $5JOOO) « $73" which solves to $6,825. If 
100,(XX) families had income below $6^25, ttien the estimate of 
mC eHgible families would be 228,000 - (.57 X 100,000) = 171,000 
families. 

5n. Adjust for the proportion of eligible families who will receive a federal 
EIC but not a state EIC^ by multiplying the result of step 4n by 80 
percent. (171,000 X .80 = 136,800) If a state will calculate the EIC for 



** Famiii^ wifli state income tax liability below half the average state EIC benedt will receive 
partial EIC bend^ts. This calctiJaticm matches timse }»rtial b^^ts witti the partial benefits received 
by families with tax liability between half of the average EIC and the full amount of the average EIC. 
Much like labor statistics, whkh count two half-tin« «npioyees as oro "full-tinw equivalait" 
employee, this procedure loughly counts the EIC "average-benefit equivalent" number of families. 
This number of family can then be multiplied by the average b^em to yield a cost estimate. In 
reality, a larger number of families will receive son« EIC benefit, 

^ Primarily because the fomily has had tt» IRS compute its EIC and so does not krww its federal 
EIC benefit amount to claim on its state tax return. 



A-7 



the family, or intends to use IRS tapes to identify eligible families, this 
step may be omitted. 

Multiply the projected average state HC benefit by the number of EIC 
recipients calculated in step 4 or step 5 (eg: $146 x 136,800 = $20 
million). The product is the approximate cost of the non-refundable 
state bask HC. To calculate the cost of the full HC, with the 
supplemental young child and health insurance credits, the product 
should be increased by 13.5 percent as described above (eg; $20 million 
X 1.135 $22.7 million). 
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